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Abstract

M nority busi nesses are commonly aggregated into groups of

1) black, 2) H spanic, and 3) Asian-owned firns. These anal yti cal
groupings may, in fact, be useful if blacks, Hi spanics and Asians
exhibit intra-group simlarities and intergroup differences in terns
of busi ness devel opnent patterns. The applicable simlarities and
di fferences do appear to typify the Asian and bl ack groups of self-
enpl oyed, but they do not typify Hi spanic-owned small businesses.
I n other words, "Hi spanic" does not appear to be a useful category
for analysis. The H spanic subset, Mexican Anerican-owned firns, is
judged to be suitable for analysis.

Most mnority-owned firnms have traditionally been started with
m nimal financial capital inputs by owners who have not attended
college. The resultant small scale firnms have frequently oriented
their operations toward serving a lowincone mnority clientele. In
this study, | investigate two closely interrel ated broad hypot heses
on mnority business dynamcs, utilizing a sanple of Mexican Anrerican
busi ness establishnments drawn from the Characteristics of Business
Owmners data base:

1. Traditional firnms - these firnms tend to a) be small scal e,
b) have high failure rates, c¢) and generate few |obs
because of their mniml owner inputs of financial and
human capital.

2. Energing firnms, in contrast, are nost commonly started by
better educated owners--nmany of whom have attended four or
nore years of college--and financial capital inputs are
hi gh relative to those observed in traditional |ines of
busi ness. It is because of these l|larger financial and
human capital inputs that enmerging firnms tend to be a)
| arger scale, b) have lower failure rates, and c) generate
nore jobs, relative to their traditional cohorts.

Soci ol ogi sts have used the term"protected market" to describe
the culturally-based tastes of ethnic mnorities that can only be
served by co-ethnic businesses. Particularly in the early years of
settl enent, immgrants are assuned to patronize co-ethnic
enterprises, and this pattern of patronage seens to typify Hispanic
encl aves in areas such as Southern California. Wether or not the
resultant protected market is an asset to Mexican Anmerican firns--
particularly those in traditional fields such as snall-scale
retailing--is investigated econonetrically. The evidence indicates
that the protected narket provided by inmgrants patronizing co-
ethnic enterprises is an absolute hindrance to Mexican Anmerican
busi ness viability. The very |low incones of nobst recent inmmgrants
constrain the attractiveness of this protected narket. The state of
the barrio business community reflects the econom c circunstances of



its clientele.
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A | nt roducti on

Sel f-enpl oyed Mexicans living in the United States have traditionally run

smal |l scale firms oriented toward serving a low income minority clientele.
These busi nesses have npst comonly been started with very small investments of
financial capital. Relative to other minority (and nonnminority) self-enployed
popul ations, |ow |l evels of educational attainnent typify Mexican Anerican
busi ness owners: fewer have graduated from coll ege; nore have not graduated from
hi gh school

The | ongevity of businesses owned by Mexican Anericans is investigated in
this study, utilizing a nationwi de random sanpl e of entrepreneurs who entered
sel f-enpl oynent between 1976 and 1982. The | ow owner inputs of financial and
human capital manifest thenselves in the types of businesses established by
Mexi can Americans. The three lines of small business in which average owner
remuneration are highest--professional services, finance, insurance, and rea
estate (FIRE), and whol esaling--account for 15.4 percent of the Mexican Anerican
busi ness startups, versus 27.3 percent and 24.8 percent, respectively, of the
Asi an and non- Mexi can Hispani c business formations. Relative to these (and other
m nority and nonm nority) groups, Mexican American firms are typically smaller,
| ess profitable and nore prone to failure. A key finding is that operating in
the "protected" market--the ethnic enclave--is an absolute detrinent to the
viability of Mexican American small businesses. The firms that are |least likely
to survive are the tiny businesses that cater to a mnority clientele.

Present trends indicate that a nore diversified community of Mexican-owned
smal | businesses is gradually energing, one that is conpeting in the broader
mar ket pl ace serving a clientele that is either ethnically diverse or largely
nonm nority. Furthernore, the incidence of highly educated Mexican Americans
entering self-enploynent has been increasing in recent years, while the
i nci dence of those possessing little formal education is declining rapidly. The
"emerging" firms that are oriented to the broader marketplace are nost conmonly
started by better educated owners, and investments of financial capital are high

relative to those observed in traditional |ines of business. Wile such
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traditional fields as personal services and small scale retailing are declining
in relative significance, enmerging |lines of business--FIRE, business services,
and manufacturing, for exanple--are growing rapidly. Opportunities for business
devel opnent appear to be greatest in the emerging |lines of Mexican Anerican-
owned enterprise that conpete in the broader marketpl ace.

B. "Hispanic" Firns--An |nappropriate G ouping?

M nority busi nesses are conmmonly aggregated into groups of 1) black
2) Hispanic, and 3) Asian-owned firms. These groupings may, in fact, be usefu
i f blacks, Hi spanics, and Asians exhibit intra-group sinlarities and intergroup
differences in terns of business devel opnment patterns. The applicable
simlarities and differences do appear to typify the Asian and bl ack groups of
sel f-enpl oyed, but they do not typify Hi spanic-owned small businesses. In other
words, "Hispanic" may not be a useful category for analytical purposes.
Consi der the follow ng data describing busi nesses started between 1976 and 1982
by Asi ans, bl acks, and Hi spani cs.

1. The proportions of those starting busi nesses who had attended four

or nore years of college were

a. Asian 56. 8%
b. black 28.5%
c. Hispanic 20. 7%

The very | ow percentage of Hispanic college graduates, however, is rooted
in the fact that only 16 percent of the Mexi can Americans starting busi nesses
had graduated fromcollege. Oher mjor groups of Hi spanic self-enployed, such
as Cubans and European Spani sh, do not lag significantly behind bl acks regarding
i nci dence of college attendance. Thus it is nore insightful to disaggregate
Hi spanic firms on the basis of this human capital trait:

a. Mexican Anmerican 16. 0%

b. Al other Hispanic 26. 5%
An examination of the other end of the educational spectrumreveals a sinilar
pattern.

2. The proportions of those starting businesses who had attended |ess
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than four years of high school were:

a. Asian 8.2%
b. bl ack 18. 5%
c. Mexican Anmerican 32.5%
d. All other Hispanic 22. 1%

As in the case of college attendance, the perfornmance of the non-Mexican
subsanpl e resenbl ed that of blacks much nore closely than that of self-enployed
Mexi cans.

Mean owner financial capital investnment at the point of business startup
is a key determinant of firmviability (Bates, 1990a). Anmong the highly
successful Asian business startup group, for exanple, financial capital invested
by the owner averaged $53,396. The corresponding figure for Hispanic firns
formed in the 1976-1982 tinme period was $25,103. Once again, however, a large
and statistically significant difference in quantities of financial capita
i nputs typifies Mexicans versus other Hi spanic-owned firnms; the applicable nmean
val ues are:

a. Mexi can American $22, 358

b. Al'l other Hispanic $28, 235

Al'l of the above statistics were conputed utilizing the Characteristics of
Busi ness Owners (CBO data base, which was conpiled by the U S. Bureau of the
Census in 1987. According to IRS data, about 12 nillion proprietorships,
partnerships, and smal| business corporations filed tax returns in 1982. The
CBO data base was drawn fromthis universe. |n 1986, questionnaires covering
both owner traits and business characteristics were sent out to 125,000 persons
who owned snall businesses in 1982; nminorities were oversanpled. The survey
produced an 81 percent response rate, and the conpl eted questi onnaires
provided--in conjunction with tax return information--the basis for the CBO data
base, the basis for the present study.*’

The | ower owner inputs of human and financial capital that typify the
Mexi can American group of small business manifest thenmselves in the types of

busi ness that are established. The three lines of small business in which owner
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remuneration are highest, on average--professional services, finance, insurance,
and real estate (FIRE), and whol esal i ng--accounted for 15.4 percent of the
Mexi can American small business startups, versus 24.8 percent of the other
Hi spani ¢ busi ness formations. Mexicans predictably are overrepresented in the
traditional lines of mnority enterprise such as personal services and snal |
scale retailing. Relative to Mexican-owned firns, the other Hispanic group
est abl i shes somewhat larger firns in nore profitable |lines of business; rates of
busi ness di sconti nuance are | ower anong the non-Mexi can Hi spanic firns.

Intragroup simlarities among Hispanic firnms are not altogether |acking.
Both the Mexican Anerican and the other Hi spanic business groups are nore likely
to serve a clientele that is predonminantly mnority, in conmparison to either
Asi an or nonmi nority-owned businesses. Black firnms, however, are nobst oriented
toward serving a nminority clientele and they are geographically nost
concentrated in minority comunities--particularly in |arge urban areas (Bates,
1989a). Asians, in contrast, are least likely to serve a clientele that is
largely minority, and their business |ocations are geographically dispersed,
rather than being concentrated in nminority areas. Hispanic-owned businesses--
whet her Mexi can or non-Mexican--occupy a mddle group on the traits of clientele
and business location. A high dependence upon a mnority clientele clearly
typifies Hispanic firms in conparison to all other groups except bl acks.
Similarly, Hspanic firns are second only to blacks in terms of their geographic
concentration in nminority communities.

This study focuses upon the Mexican American segment of the Hi spanic snall
busi ness community, which nakes up over 50 percent of the Hi spanic business
uni verse. The underlying logic of this separation is broadly summarized bel ow

1) Mexi can Anmerican firnms, reflecting their | ower average inputs of

owner human and financial capital, tend to be heavily represented in
the small scale traditional lines of mnority enterprise. Lower

| evel s of owner renuneration and higher business failure rates
typi fy the Mexican-owned snal |l busi nesses.

2) Non- Mexi can Hispanic firns possess higher average inputs of owner
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human and financial capital, and manifestations of this include
their higher representation in larger scale, nmore profitable lines
of business as well as lower rates of firm discontinuance.
But these two groupings do not necessarily capture all of the broad patterns of
intra-group differences that typify the H spanic business community. Most self-
enpl oyed Mexi can Anmericans, for exanple, were not born in the United States.
Among those who were born in the U S., nmean years of schooling may be quite
different relative to the average schooling levels that typify their Mexican-
born cohorts. The data base under consideration does not delineate business
owners by nation of birth, thus precluding investigation of this potentially
i mportant phenonenon. Inportant differences in owner traits may typify the non-
Mexi can Hi spani ¢ group, which is doninated by Cubans, European Spani sh, Puerto
Ri cans, and other South Anmerican Spanish. Yet representation of these non-
Mexi can subgroups in the CBO data base is sinply inadequate to permt separate
anal ysis on a group by group basis. No definitive disaggregation of self-
enpl oyed Hispanics is likely to be forthconming in the near future.

C. Mexican-Anerican Businesses: Size, Gowth, and Diversity

St er eot ypes about Mexi can-owned firns are nearly as sparse as are
enmpirical studies of the Hispanic business community. Ivan Light (1972) used
the term"protected market" to describe the culturally-based tastes of ethnic
mnorities that can only be served by co-ethnic businesses. Particularly in the
early years of settlement, inmgrants are assuned to patroni ze co-ethnic
enterprises, and this pattern of patronage seens to typify Hispanic enclaves in
areas such as Texas and Southern California.

The CBO data base provides a direct source of information for draw ng
i nferences about the changing nature of the Mexican American business comunity
during the 1970s and 1980s. By conparing ol der, established Mexi can Anmerican
firms--defined as those entered into before 1976--with younger firms (those
created between 1976 and 1982, by definition), trends in industry distribution,
firmsize, and owner traits becone directly observable. Table 1 conpares the

i ndustry distribution of older and younger Mexican firms.
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Table 2 reports on the traits of owners and the businesses they operate:



Table 1: |Industry Distribution

Agriculture, forestry,
m ni ng

Construction

Manuf act uri ng

Transportation, comunication
Whol esal e

Ret ai

Fi nance, insurance,
real estate

Busi ness services

Pr of essi onal services
Per sonal services

O her services

Firms not classified

Tot a

Note: O der firms, by definition
started during the 1976-1982 tinme period.

11

older firnms

10.

11.
10.

6

. 9%

0%
. 5%
. 3%
. 8%

. 1%

. 4%
. 0%
. 0%
1%
6%
. 3%

100

. 0%

were formed before 1976;

newer

11.

26.

© o0 b

~

6.

Mexi can- Ameri can Busi nesses

firms

. 5%

4%

. 1%
. 0%

. 4%

9%

. 1%
. 1%
. 3%
. T%

. 3%

6%

100.

0%

newer

firms were
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Tabl e 2: Busi ness Traits of Mexican-Anerican Firns

older firms newer firms
A. Business Traits
(mean val ues)
1. Total sales, 1982 $113, 120 $78, 542
2. Number of enployees, 1982 2.1 1.1
3. Total financial capital* $ 19,695 $22, 358
4. Equity capital* $ 12,755 $10, 488
5. Debt capital* $ 6,939 $11, 870
B. Owner traits
1. Hours of labor input (mean) 45. 7 43. 6
2. Managerial experience (nean) 4.0 3.8
3. %wth under 4 years of
hi gh school 46. 5% 32.5%
4. %with 4 or nore years of
col | ege 10. 4% 16. 0%
C %of firms still in business, 1986 84. 9% 72. 2%

*At the date of entry into self-enploynent ($ figures are not inflation
adj ust ed) .

Note: Firms formed before 1976 are defined as older firnms; firns fornmed
bet ween 1976 and 1982 are defined as newer firns.




13

These statistics are cal cul ated separately for the Mexican Anmerican
subsanpl es of ol der and newer firns. Table 2 and all of the other tables in
this report excludes all firns that had 1982 total sales of under $5,000. Those
havi ng under $5,000 in 1982 sales are defined as casual businesses: they are
anal yzed briefly el sewhere but they are ignored entirely in this report (Bates
and Nucci, 1989).

Tabl e 2 describes in detail the subsets of the ol der, nore established
Mexi can American firms that were fornmed before 1976 and the newer enterprises
formed between 1976 and 1982. Figures on the percentage of owners with four or
nore years of college are particularly revealing:

Mexi can Aneri can

ol der firms 10. 4%
younger firns 16. 0%

At the other end of the educational spectrum the differential educationa
progress of self-enployed Mexicans is simlarly pronounced. The proportion of
Mexi can American busi nesses operated by persons possessing under four years of
hi gh school is extraordinarily high in conparison to other self-enployed groups:
bl acks, nonminorities, Asians, or non-Mexican Hi spanics.? Yet figures on
percent ages of owners with |less than four years of high school indicate very
strong gai ns anong the younger Mexican Anerican enterprises:

Mexi can Aneri can

ol der firms 46. 5%

younger firns 32.5%

The | ow education groupi ng enconpassed nearly half of the owners of ol der
establ i shed Mexican Anmerican firms, versus |less than one third of the owners who
entered into business between 1976 and 1982. Anopng sel f-enpl oyed Mexi cans, a
conpari son of the younger and ol der business groups indicates that the incidence
of poorly educated owners is shrinking rapidly while the coll ege educated group
is growing rapidly. No such tunultuous changes typify the non-Mexican Hi spanic
owner group, nor the nonminority or Asian self-enployed groups. Only anong the

bl ack sel f-enpl oyed does one find such sharp declines in the percentages of
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owners with less than four years of high school

Bl ack
ol der firns 35. 0%
younger firns 18. 5%

Educati onal gai ns anpong Mexi can Anericans entering business in the 1976-1982
time period are reflected in the industry distribution (Table 1) of ol der and
newer firnms. Personal services, the Iine of business that reports the | owest
mean profits of any industry group, was the second npst conmon type of business,
accounting for 11.1 percent of the older Mexican firns. Anpng the newer Mexican
Ameri can groupi ng, however, personal services had dropped to becone the fifth
nost common |ine of business, accounting for 7.7 percent of the firms. Anopbng
the skill intensive services” that often require high | evels of owner education
t he incidence of Mexican-owned busi nesses has shown a pronounced increase:
whereas 16.4 percent of the older firns were in skill intensive services, 19.1
percent of the newer Mexican Anerican firms were in these fields.

In terns of owner education and industry mx, a conparison of ol der and
younger Mexican-owned firms indicates two pronounced trends: 1) relative to
ol der firms, the younger Mexican American enterprises are |less oriented toward
the generally stagnant traditional |ines of business; 2) relative to the ol der
enterprises, younger Mexican-owned firms are noving nuch nore rapidly in the
direction of nmore skill intensive emerging lines of business. |In spite of their
progress, however, younger Mexican American enterprises still |lag behind the
ol der, nore established Mexi can business group in ternms of both sales |evels and
survival rates.

The popul ar Jovanovi ¢ npdel provides one explanation of the differing size
and survival rate patterns that typify younger and ol der small businesses.
Jovanovi ¢ assunes that uncertainty characterizes the managerial ability factor
at the point of small business startup. Those who enter self-enpl oynent

gradual |y | earn about their managerial abilities by engaging in the actua

"Prof essi onal services, finance, insurance, real estate, and business
servi ces.
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runni ng of a business and observing how well they do. As they |earn nore about
their abilities, firm behavior changes through time: those who revise their
ability estimtes upward tend to expand output while those enbraci ng downward
estimtes tend to contract or to dissolve their businesses (Jovanovic, 1982).
Over tine, survivors acquire through experience precise estimates of their
abilities; the younger firnms exhibit relatively nore variable behavi or because
they have | ess precise estimates of their true abilities.

Dat a describing selected traits of small businesses run by Mexican
Ameri cans (Table 3) are consistent with Jovanovic's characterizations of
entrepreneurship. The nationwi de sanple of 3,970 small firms is split into
groups of younger and ol der businesses: the older firns, as in Table 2, are
owned by Mexican Anericans who entered sel f-enployment before 1976; the younger
firms involve entry over the 1976-1982 tine period. Table 3 reports nean val ues
of 1982 total sales, measures of sales variance, and finally, the percentage of

Table 3: Business Traits: Mexican Americans and Nonminorities Entering Self-
Enpl oyment before 1976 versus those Entering Between 1976 and 1982.

Pre-1976 1976- 1982
entrants entrants
Mexi can Aneri can
Di sconti nuance

rate, 1986 15. 1% 27. 8%
1982 total sales (nean) $113, 120 $78, 542
1982 total sales

(std. dev./nmean) 2.44 2.78

n 1367 2603
Nonm nority
Di sconti nuance rat e,

1986 16. 8% 26. 0%
1982 total sales (nean) $198, 908 $118, 791
1982 total sales (std.

dev. / nean) 4.26 4.73

n 3118 4111

The sanple firns that had discontinued busi ness operations by late 1986. For
conpari son purposes, Table 3 also reports the correspondi ng sales figures and

di scontinuance rates for |arge sanples of identically defined nonnminority
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busi nesses.® For both the Mexican Anerican and the nonnminority small business

groups, the younger firns were 1) much nore likely to discontinue operations by

late 1986, 2) snmller regarding 1982 annual sales, and 3) nore di spersed around

t he sal es nmean values. The younger firnms clearly exhibit the | ess settled

behavior that is consistent with Jovanovic's hypothesis that they are in the

process of |earning what their entrepreneurial abilities are.

| f managerial uncertainty does typify firmstartups, then new owners nmay
reduce this uncertainty by buying into existing firnms where nanageria
procedures of previous owners are inbedded in the business. |If this process of
pi ggybacki ng upon exi sting expertise is successful, then buying ongoing firnms
shoul d be associated with | ower business discontinuance rates. This hypothesis
is tested empirically in the foll owing section

Two insightful conparisons emerge from Table 3:

1. The Mexican American firms are a younger group of businesses overall.
VWereas 56.9 percent of the nonminority firns were started after 1975, 65.6
percent of the Mexican American businesses belong to this younger firm
groupi ng. Thus, the overall smaller nmean firm size and higher
di scontinuance rates that typify all Mexican American snall businesses
(relative to nonmnorities) are partially a reflection of the relative
yout h of the comunity of Mexican-owned busi nesses.

2. The younger Mexi can American business group reports nmean 1982 sales (Table
2) that are 69.4 percent of the corresponding sales figure for the ol der
Mexi can firms. Anong nonminorities, in contrast, the younger firm mean
sal es are 59.7 percent of the corresponding sales figure for older, nore
established firns (Table 3). The gap between the younger and ol der Mexi can
Ameri can business groups is nmuch smaller than the correspondi ng gap that
typifies the nonmnority small business comunity.

C. Discrimnant Analysis: Active versus Discontinued Firns

This section enpirically addresses the question--who are the entrepreneurs
that are likely to survive the sorting out process that characterizes early

years of self-enploynment? Wile Jovanovic captures the essence of the turnoil
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that typifies recently entered small businesses, other studies have addressed
the question: who are the likely survivors of the sorting out process? Sone of
their findings are straightforward: surviving entrepreneurs are relatively wel
educated.* O her studies enphasize the financial capital investnment nmade at
the point of startup: those beginning operations with greater financial capita
resources beconme the larger scale, nore viable small businesses. G eater
quantities of both debt and equity capital inputs are expected to inprove the
viability of small businesses startups (Bates, 1990a). |Indeed, scal e econonies
are expected to be operative, thus reinforcing the positive rel ationship between
quantity of financial capital inputs and firmviability. Hi gh indebtedness,
however, may increase the potential for future bankruptcy. The basic

hypot hesi s--greater financial capital inputs (whether debt or equity) increase
firmviability--is therefore qualified: higher |everage may hei ghten the risk of
failure (Brennan and Schwartz, 1978).

Consi stent with Jovanovic's nodel, Evans has shown that the youngest firns
are the least likely to remain in business (1987). Bates has shown that owner
age influences the likelihood of firmsurvival: the nore successful firms are
started by owners in the niddle of (rather than in the tails of) the age
di stribution (1990a).

Variables utilized in Table 4's discrimnmnant anal ysis include neasures of
owner human capital, financial capital investment in the firm year of entry
into sel f-enpl oynent, age of owner, quantity of owner |abor input, nature of the
clientele served by the firm and whether the owner created the firm de novo or
entered an existing business. The discrim nant anal ysis dependent variable is,
by definition, whether or not the business is still operating in |ate 1986:
busi nesses that are still operating are active firns; those that have cl osed
down are discontinued. The sanple of young Mexican Anmerican busi nesses
described in Table 2 is the data base utilized in discrimnant analysis.
Definitions of discrimnant anal ysis explanatory vari abl es appear bel ow.

Ed2: for owners conpleting four years of high school, the value of ED2 = 1;

ot herwi se ED2 = 0.
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Ed3: for owners conpleting at | east one but |less than four years of college, the
val ue of Ed3 = 1; otherw se Ed3 = 0.

Ed4: for owners conpleting four years of college, the value of Ed4 = 1;
ot herwi se Ed4 = 0.

Ed5: for owners conpleting five or nore years of college, the value of Ed5 = 1;
ot herwi se Ed5 = 0.

Managenent experience: for owners who had worked in a managerial capacity prior

to owning the business they owned in 1982, Managenent = years of manageria

experi ence.

Age2: for owners between the ages of 35 and 44, Age2 = 1, otherw se
Age2 = 0.

Age3: for owners between the ages of 45 and 54, Age3 = 1; otherw se
Age3 = 0.

Age4: for owners 55 or older, Age4d = 1; otherw se Age 4 = 0.

Met hod of acquiring the business - if the owner entered a business that was

already in operation, Ongoing = 1; if the owner was the original founder of the

busi ness, then Ongoing = 0.

Year in which the business was started or acquired - a series of two variabl es

reflecting the foll owi ng categories:

1. Tinme82: if the business was started or ownership was acquired during 1982,
then Time82 = 1; otherw se Tinme82 = 0;

2. Time80: if the business was started or ownership was acquired during 1980
or 1981, then Tinme80 = 1; otherw se Tinme80 = 0.

Log Capital: the logarithm of the sum of debt and equity capital that was
invested in the firmat the point of startup

Leverage: the ratio of debt capital to equity capital

Input: Average number of hours per week that the owner spent working in, and,
or managi ng t he busi ness.

Mnority: for firns having over 75 percent mnority customers in 1982,
mnority = 1; otherwise mnority = 0.

The objective of Table 4's discrininant analyses is to weigh and conbi ne
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t he expl anatory variables in a fashion that forces the groups to be as
statistically distinct as possible.® The exercise is successful in the sense
that the active and discontinued firns are shown to be statistically distinct.®
In Table 4's discrininant anal ysis, the education variable group excludes owners
having | ess than 12 years of formal schooling (edl) and the age variable group
excl udes owners who were under age 35 (agel).

Table 4's discrimnant function identifies the traits that typify the

Table 4: Discrimnant Analysis: Mexican Anericans Entering Business
in the 1976-1982 Time Period

Di scrim nant Function Group Mean
Coefficients Vectors
St andar di zed Active Di sconti nued
coefficients firms firms

Variabl e
Ed2 -. 1297 . 320 . 307
Ed3 -. 1175 . 203 . 209
Ed4 -. 0556 . 064 . 064
Ed5 -. 0538 . 097 . 093
Managemnent -. 0496 3.899 3.694
I nput . 2587 44,582 41. 012
Age2 -.0136 . 365 . 358
Age3 -. 0393 . 220 .204
Aged -. 0885 . 094 . 095
Log Capital . 6200 9.016 8.715
Lever age -.1629 3.571 3.654
Ongoi ng -.0724 . 259 . 257
Ti me80 -.6033 . 356 . 416
Ti me82 -. 6760 . 229 . 308
M nority -. 3486 . 232 . 304

n 1879 724

Mul tivariate test for differences between the two groups:

canoni cal correlation = .182
approx. standard error = .019
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l'i kel'ihood ratio = .967
F =5.94 indicating that the group differences are statistically
significant;
= .01 | evel
Mexi can-owned firns that are nost likely to remain in business:

1) i nvest ment of substantial anpbunts of financial capital at the point

of business startup;

2) being in business for at |east three years (prior to 1982);

3) not relying upon a clientele that is predonminantly minority;”

4) working full-tinme in one's snmall business.

None of the human capital variabl es--education or years of manageria
experience--were related to business survival in the hypothesized fashion
Anot her neasure of owner human capital, famly snmall business background, had no
expl anatory power for delineating active fromdiscontinued firns. Past studies
attributing the fam |y business background trait to firmviability did not
control for factors such as the size of owner financial capital inputs; this my
account for the differing findings (Shapiro, 1979).

The finding that years of owner education has little rel evance for
identifying surviving firnms contrasts sharply with the findings of other recent
findings utilizing the CBO data base. Anpbng nonminority males, for exanple,
owner education was the single npst inportant factor for distinguishing active
from di sconti nued busi nesses (Bates, 1990a). The Mexi can Anerican busi ness
subset is typified by mninmal owner education. Anpbng the active young Mexican
American firms--those surviving in late 1986--the distribution of owners by
education level is listed bel ow

| ess than four years of high school 31. 6%

four years of high school 32. 0%

| ess than four years (but at |east one

year) of coll ege 20. 3%
four plus years of college 16. 1%
al | 100. 0%

“if 75 percent or nore of the firms custoners are minorities, then the
clientele is considered to be "predonminantly minority".
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Anmong a nonminority conparison group drawn fromthe CBO data base, the owner
education distribution of those who survived in business through [ate 1986 was:
| ess than four years of high school 10. 5%
four years of high school 31. 6%
| ess than four years (but at |east one

year) of coll ege 20. 4%
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four plus years of college 37.5%
al | 100. 0%

We comonly associate | ess than four years of high school with all around
subst andard performance; high school dropouts, not surprisingly, make up a very
smal | portion of the viable small business universe in this country. College
graduates, in contrast, are dominant in the larger scale, nore viable small
busi nesses to such an extent that we tend to equate the college trait with
i kel y business success (Bates, 1990a).

The cultural connotations that we attach to educational backgrounds may not
be appropriate for analyzing Hispanic entrepreneurs, the majority of whom were
born abroad. Foreign-born Cubans in 1980 had a medi an educati onal attainment of
11.7 years’, which suggests the high school degree may be an adequate guide for
identifying the above and bel ow average segnents of the Cuban popul ation
regardi ng the human capital trait (Bean and Tienda, 1987). The high schoo
dropouts are, by and | arge, the substandard Cuban | abor force participants.
Among foreign-born Mexicans, however, the high school degree is not indicative
of medi an educational background, and the term "high school dropout" is really
quite inappropriate. The median education level in Mexico is less than fourth
grade. Most | abor force participants cannot be characterized as hi gh schoo
dropouts because they never had the opportunity to attend a high school. The
sel f-sel ective nature of the Latin immigrant population is such that arrivals in
this country tend to be highly notivated and much better educated than their
countrynmen. One study of Mexicans who immgrated in the 1970s found that their
medi an | evel of education was six years (Portes and Bach, 1985). Mexican
Ameri cans born in the United States showed a nuch hi gher nedi an educationa
attainment: 11.1 years.

Among t he sanpl e of sel f-enployed Mexi can Americans under consideration, an
immgrant with ninth grade education night be distinctly above average (relative
to all Mexican inmigrants) while a native born person with a tenth grade

education may be bel ow average. |f we equate |ess than high school education

“the corresponding figure for non-Hispanic whites was 12.0 years.
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wi th business marginality, then we are witing off over 30 percent of the young
busi ness survivors, as well as nearly half of the older, established Mexican-
owned firms. Similarly, if we expect viable startups to be headed by coll ege
graduates, then we are faced with a relative paucity of coll ege graduates, as
well as the finding (table four) that better educated Mexi can Anericans are | ess
likely to remain in business than high school dropouts.

My earlier studies have shown that reliance on a minority clientele is
strongly associated wi th business discontinuance, whether the firmis black or
nonm nority owned (Bates, 1989a). This sane finding holds true for Mexican
American firms, suggesting that the "protected market" provided by immgrants
patroni zing co-ethnic enterprises is an absolute hindrance to business
viability. This seenmingly nonintuitive finding is actually quite logical. The
very |low i ncones of nobst recent inmigrants constrain the attractiveness of this
protected market. The state of the barrio business comunity reflects the
econom c circumstances of its clientele. Mexican American firns catering to a
predom nantly nminority clientele are disproportionately traditional |ines of
busi ness--particularly small scale retailing. A conparison of the entire
Mexi can American business sanple (described in Table 2), disaggregated into

groups of firms conpeting in the general econonmy and those serving a mnority

clientele, is illumnating:
Firms serving predomnantly Firns operating in
mnority clientele t he broader econony

1982 sal es (nean) $81, 203 $93, 553
Proportion of firnms in retailing . 360 . 240
Percent age of owners with | ess

than four years high school 44. 4% 34. 9%
Fi nanci al capital input at

startup (nean) $16, 748 $23,016
Percentage of firnms still in

operation, 1986 72.5% 77. 9%

Note the | ower human capital and financial capital inputs typifying the Mexican
American firnms that are oriented to serving a mnority clientele. Yet it is the

client base that is causally related to higher failure rates for these firnms;
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the discrimnant analysis exercise attributes a major negative influence to the
mnority clientele factor when the financial capital input and owner education
| evel s are controlled for.

D. Access to Debt

The accessibility of debt capital to Mexican Anerican busi ness startups
appears to be good, particularly in conparison to black business startups.
Among firms started between 1976 and 1982, nean val ues for debt capital were:

Mexi can American $11, 870

Bl ack $10, 012
The di scriminant analysis section of this study indicated that firms having
greater financial capital inputs at startup tend to be the |larger scale nore
viable firms. |In general, borrowers tend to be larger scale, nore viable firmns
t han nonborrowers. Table 5 indicates that Mexican American small business
borrowers are the | arger scal e busi nesses; borrowers al so exhibit higher
survival rates than nonborrowers. | am not suggesting that indebtedness, by
itself, causes greater firmviability. Rather, the fact that stronger
busi nesses tend to be debtors reflects prevailing | ending practices: |enders
simply do not pernit weak business startups to borrow in npst instances.

Table 5 reveal s the sources of debt used by borrow ng Mexi can-owned firms.
Debt sources for Mexican Anerican and nonmnority firms are quite simlar, with
comer ci al banks clearly being doninant for both groups of business borrowers.
The owner that invests a large sumof equity capital in his or her small
busi ness is going to have maxi mnum access to comrerci al bank debt capital
Herein lies a major cause of the smaller amounts of debt that typify the Mexican
busi ness group. Anpbng Mexican Anerican bank | oan recipients only, the nean
equity investments at business startup were $10, 974.

A linear regression nodel was estimated to quantify the rel ationship between
equity and debt inputs for Mexican Anericans using bank |oans to finance
busi ness startups. Controlling for owner education, age, sex, and manageria

experi ence, one dollar of equity is associated with an additional $1.71 in debt
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anong Mexi can Anerican business startups receiving |loans from comercia

Table 5: Selected Statistics on Mexican-Omned Firnms Formed

in the 1976-1982 Tine Peri od

I. Nonborrowers only

A. Business traits
(mean val ues)

1. Total sales, 1982
2. Number of enployees, 1982
3. Total financial capital

B. %of firns stil
operating in 1986

"Debt coefficient
corresponding t statistic

\‘
=

standard error

$58, 310

$

0.8
9,768

70. 5%

of

debt

coefficient

banks. "

0. 08,
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I1. Borrowers only

A. Business traits
(mean val ues)

1. Total sales, 1982 $98, 115
2. Number of enployees, 1982 1.4
3. Total financial capital $34, 539
4. Debt capita

a. nean $23, 354

b. nedian $ 7,125

5. Sources of debt
capital (frequency)

a. famly 392 (25.5%

b. friends 148 ( 9.6%

c. comercial bank 710 (46.1%

d. forner owner 128 ( 8.3%

e. other 161 (10.5%

f. total # of borrow ngs 1,539 (100.0%
6. Mean | oans per firm 1.19

B. %of firns stil
operating in 1986 73.8%

Mean debt inputs for these bank | oan recipients were $25,555. Relative to
nonm nority small business startups, the Mexican Anerican busi ness owner group
gets small er bank | oans, on average, because their equity investnments are | ow
These investnent amounts may reflect, in turn, the fact that Mexican Anerican
owners are a relatively low inconme group in U S. society. Comercial bank
treat ment of Mexican Anerican borrowers lags only slightly in conparison to
nonm nority mal e business startups when it cones to |leveraging a dollar's worth
of equity; resultant estimated anounts of debt per equity dollar are:”’

Nonminority nale $1. 84

Mexi can American $1.71
Not e, however, that Mexican Anerican borrowers are nuch nore successful than
bl ack busi ness recipients of bank |oans: an additional dollar of equity
generates only $1.16 in debt for the group of black enterprise startups.

Woul d greater access to debt capital lessen the failure rates for the

Mexi can American business startup groups? Perhaps in sonme cases it would, but
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the overall pattern enmerging fromthe Table 4 discrimnant function suggests
otherwi se. The estinmated standardi zed coefficient for the | everage variable (-
. 1629 for Mexican Anericans) indicates that greater debt--in the absence of nore
equity--raises borrower |everage, other things equal. This higher |everage, in
turn, heightens the risk of borrower default and hence busi ness discontinuance.
The active firns described in Table 4 are |l ess highly | everaged, on average,
than the discontinued firns. Mjor increases in debt capital inputs, by

t hemsel ves, could potentially cause nore problens than they allevi ate anong
Mexi can American business startups. Business devel opment strategies conmonly
enphasi ze increased | oan availability and | arger |oan sizes as tools for
promoting mnority business progress. Recent studies indicate that select
groups--hi ghly educated bl acks, for exanple, who possess little equity capital--
woul d i ndeed benefit greatly fromincreased assess to debt capital (Bates,
1989a). The evidence for Mexican Americans, in contrast, is that increased

| evel s of indebtedness would tend to undernine the viability of many firnms that
could have survived if they had avoided the pitfalls of being highly |everaged.
This statenment is not intended to contradict by basic hypothesis that greater
financial capital inputs tend to increase business viability. M intent,
instead, is to qualify this hypothesis: higher |everage heightens the risk of
failure, particularly for heavily indebted firns. Wen borrowing is pushed to
t he point where increnental debt inputs fail to generate returns exceedi ng
borrowi ng costs, business viability suffers.

E. Concl udi ng Rennarks

The key finding of this report is that younger Mexi can-owned busi nesses are
shifting, as a group, away fromtheir traditional, small scale lines of
enterprise. Among owners, the change in educational backgrounds is really
rat her remarkabl e: the incidence of highly educated persons entering snall
busi nesses is increasing very rapidly, while the incidence of those possessing
| ess than a high school degree is declining rapidly. |In absolute terns, the
| east educated group is twi ce as nunerous anong the younger business startups,

in conparison to the coll ege graduates. The dynam cs of small business,
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however, sinply cannot be understood by focusing upon nunerically numerous
groups such as the | east educated, because the key to explaining the growh
trajectory of Mexican-owned businesses lies el sewhere. The nore rel evant
question--will the highly educated continue to pursue self-enploynent at such
accelerated rates--is, unfortunately, unanswerable at present. Highly educated
Mexi can Americans were wi dely observed solely in the professional service |ines
of business prior to 1976. Since then, Mexican Anericans with four or nore
years of coll ege have been entering a wider range of nontraditional businesses--
finance, insurance, and real estate, for example. WII they persevere? Table
4's discrimnant analysis indicated that highly educated Mexi can Americans were
slightly less likely to remain in business than high school dropouts. The
continued transformati on of the Mexi can Anerican business comrunity away from
traditional lines of marginal enterprise, toward | arger scale emerging lines of
busi ness, depends vitally upon the degree to which the nobst capabl e groups of
entrepreneurs--particularly those who are younger and hi ghly educated--continue
to pursue self-enpl oynent.

Part of the nystery about the relationship between owner education and
smal | business viability anong Mexi can Anmericans woul d be resol ved by dividing
the owner group into subsets of those born in Mexico versus the United States.
Among t he Mexi can born, years of owner education is sinply a very poor proxy for
the quality of owner human capital. Clearly, nost of the skills needed for
successful business operation are |earned after formal schooling is conpleted in
t hose cases where owners possess | ess than a high school degree. Self-enployed
Mexi cans, for exanple, were heavily represented in construction (Table 1). This
i ndustry typifies those where owner human capital is acquired on the job, though
actual work experience rather than in the classroom Perhaps the best proxy for
owner human capital quality in such cases is the levels of one's wage and sal ary
income inmedi ately prior to entering self-enployment. The highly skilled wll
tend to have the higher earnings, |level of formal education notw thstanding.

Anot her inportant conclusion of this report is that operating in the

protected market, the ethnic enclave, is a detrinment to small business
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viability. The opportunities for business developnent lie largely in the
broader marketplace. |ndeed, the greater progress of the Mexican American owner
group--relative to self-enployed bl acks--appears to be partially rooted in the
greater enphasis of black firms on catering to a clientele that is
overwhel mingly minority. Well over half of the Mexican-owned busi nesses serve a
customer case that is over 50 percent nonminority in conmposition. Particularly
in the energing |ines of Mexican Anerican enterprise, nost firms are not

narrow y focused upon serving a minority clientele.
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Not es
A detail ed description of the CBO data base appears in Bates (1990b).

Conparison statistics on Asians, blacks and nonnminorities appear in
(Bates, 1989b).

The nonmi nority sanple of the CBO data base consists |argely of nal e-owned
firms. The Table 3 figures for nonmnorities are from (Bates, 1990a).

| bi d.

A straightforward description of discrimnant analysis appears in
(Kl ecka, 1980).

Al ternative statistical techniques such as logit analysis could be used in
the Tabl e 4 exercise to establish the statistical significance of the

i ndi vi dual explanatory variables. Use of logit in Table 4 would be

i nappropriate because nmulticollinearity problens would conmpronise the
interpretation of individual variable coefficients. Age, education, and
managenment variables are often highly correlated. Thus logit's power to
establish variable coefficient significance is sacrificed, but the choice
of the discrimnant technique has produced clearcut results w thout
resorting to violating the underlying assunptions that discrininant
analysis is built upon

The entire regression equation used to estinmate |oan size for conmerci al
bank borrowers is spelled out in (Bates, 1990a).
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